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I. SUMMARY OF DECISION

We approve Bangor Gas Conpany’s proposed rate plan with an
earni ngs shari ng nmechani sm subject to the nodifications described
herei n.

I1. OVERVIEW

Bangor Gas Conpany (BGC or Bangor Gas) has submtted a plan
that will allowit, as a start-up natural gas utility, to begin
operating quickly in a highly conpetitive market. The Conpany’s
plan allows it to develop a systemthat is especially
capital-intensive in the first few years because it is designed
to reach large and small custoners in nearly the sanme tine frane.
The Conpany is also proposing to build its systemearly
(beginning in June 1998) in order to coordinate with, and take
advant age of, local public works road inprovenents. Because
these investnments will not yield conpensatory revenues for
several years, Bangor Gas has requested a rate plan with a | ong
termw thin which it may gradually recover the front-end | oaded
costs of its system devel opnent. Bangor Gas asserts that it nust
convince its investors that the revenues it has projected over
the termof the plan will remain stable, so the plan seeks to
m ni mze Comm ssion involvenent in rates for a 10-year peri od.

In essence, the plan purports to allocate the risk of poor
performance, and the potential for high returns, to Bangor Gas.

In the overall structure of the plan, Bangor Gas wll be
able to reduce its prices virtually at will, but will not be
permtted to increase prices beyond the cap levels. This
structure provides both the flexibility needed to neet
conpetition while ensuring that Bangor Gas cannot “gouge” its
custoners if, for exanple, oil prices rise dramatically and
di sproportionately to the cost of gas. The plan also allows
unbundl ed service for all custoner classes at the non-gas indexed
rate.

There are however, a nunber of areas w thin Bangor’s plan
that require careful attention. The 10-year |ength of the plan
proposed by Bangor Gas and the commensurate | ack of Comm ssion
i nvol venent in rate setting, along with the proposed | anguage
[imting Conm ssion nodifications to rates, are unprecedented in
Maine. Wth respect to the anount of downside risk borne by
Bangor Gas sharehol ders, neither the original proposal nor the
nodi fi ed earnings sharing proposal put forth by BGC guarantees
t hat shareholders wll bear all the risk of poor financial
performance. As pointed out by the Public Advocate’'s witness M.
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Rubin, BGC s representation that it bears all the risk of poor
per f ormance cannot be guar ant eed:

G ven the provisions in Maine's public utility
statutes that permt utilities to request
energency rate relief, | amcertain that if events
during the decade go against BGC it will seek
redress fromthe Conm ssion.

We do not find Bangor Gas’s contention that it woul d accept
all downside risk of loss! to be an adequate offset to
unmtigated high end returns. Consequently, we adopt BGC s
alternative earnings sharing proposal both to ensure that profits
do not becone unreasonable and to bal ance the equities. W also
i npose annual reporting requirenents which will allow us to
monitor the performance of the utility and to renmedy matters
whi ch affect the public interest. Finally, we conclude that the
necessary statutory provisions of recently enacted 35-A MR S. A
8 4706(6) provide adequate earnings protection for Bangor Gas.

111. DESCRIPTION OF THE ORIGINAL AND MODIFIED PRICE CAP PLANS

Bangor Gas has proposed a Miulti-Year Rate Cap Plan (the
Plan) that allows BGC the flexibility to price its product within
certain constraints for a period of ten years. The Pl an
est abl i shes maxi num price cap rates which formthe basis for the
maxi mum rates the Conpany may charge in each year of the Pl an.
The Plan allows BGC the flexibility to change its rates or rate
el emrents so long as the rates charged do not exceed the maxi mum
price cap rates proposed for each class. |In response to
guestions fromthe Advisory Staff and the Ofice of Public
Advocate (OPA), Bangor Gas has al so proposed an alternative plan
t hat i ncludes an earnings sharing provision.

A Initial Proposal

Bangor Gas’s originally filed price cap proposal is
based on the year 2000 estimated cost of heating oil for
residential, comercial, and industrial customers.? BCC s
estimate of year 2000 natural gas cost at its city gate is

The Conmi ssion is obligated under Maine's statutory schene
to bal ance and protect the interests of ratepayers and
sharehol ders. This mght be interpreted as requiring the
Comm ssion to provide rate relief to a utility that is threatened
wi th financial dissolution.

Heating oil price estimates for the year 2000 were derived
by taking the 1994 through 1996 average cost of oil for each
group of custoners, and then escalating the price by a
conbi nation of NYMEX heating oil futures and CGDP-PlI defl ators.
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subtracted fromthe estimated oil price to derive an “initial
conpetitive rate” for all non-gas related costs. The initial
conpetitive rate is then increased by 5% to establish a non-gas
Price Cap Rate. Monthly custoner charges are based on Bangor
Gas’s estimate of the annualized cost of the investnment to hook
up a custoner, plus the costs of meter reading, billing and
collection. Custonmers in all classes will be provided the option
of selecting sales or transportation only service from Bangor
Gas. Custoners who elect to receive sales service wll pay an
addi tional anount for gas delivered to the Conpany’ s city gate
based on a cost of gas cal cul ated and adjusted periodically in
accord with Miine | aw and Comm ssion Rul e Chapter 430.

On Cctober 1st of each year beginning in the year 2000,
Bangor Gas will file a proposed Price Cap Rate Adjustnent to be
processed by the Comm ssion in tinme to establish revised Price
Cap Rates and actual rates by the follow ng January 1. The
adjustnent to the price cap rate is made to account for inflation
and is based on a G oss Donestic Product - Price Index (GDP-PI)
price index; after a period of five years,® the formula will also
include a .5 percent productivity offset adjustnent.

The Plan allows Bangor Gas the flexibility to inplenent
changes in its rate elenents subject to certain constraints.
I ndi vidual rate elenents may be adjusted upwards in excess of the
newy calculated rate caps so long as other rate el enent caps are
adjusted to prevent the total class revenues from exceedi ng what
woul d result froman across the board application of the
escal ation factor. Under no circunstances may the rate el enent
adjustnents result in interclass subsidization: increases bel ow
the Price Cap Rate increase to a rate el enent of one custoner
class may not be conpensated for by higher than average increases
inrate elenments applicable to other custoner classes. Finally,
no individual rate elenent cap may be increased by nore than 10%
or by the percentage increase in the overall price cap, whichever
i's greater.

B. Alternative Proposa

Bangor Gas has proposed an alternative earnings sharing
feature to its initial rate plan. Under the alternative
proposal , Bangor Gas woul d establish and maintain an interest

beari ng “Earnings Account.” |If the Conpany’ s return on equity is
bel ow 15% i n any cal endar year, the dollar value of the shortfal
woul d be debited to the earnings account. |f the Conpany’s ROE

exceeds 15% the excess would be credited to the account. Bangor
Gas will file its entries to the account annually at cal endar
year end. \Wen the filing denonstrates zero or negative (i.e.

3 Beginning in January 2005, five years and two nonths fromthe
expected start of service.
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debit) bal ances, no rate adjustnments will be nade. The Conpany
proposes that if the filing denonstrates a positive (i.e. a
credit) balance, the next Price Cap Rate adjustnment wll be

adj usted downward to effect a 50/50 sharing, and the earnings
account balance will be reset to zero retroactive to Decenber 31
of the year prior to the year in which the rate adjustnent is
made. The adjustnment will be inplenmented by determ ning the

val ue of the 50% share and inputing that dollar value into the
base revenue | evels of each custoner class on an across-the-board
basi s.

IV. POSITIONS OF THE PARTIES

A. Bangor Gas Conpany

Bangor Gas asserts that its Miulti-Year Rate Cap Plan is
an appropriate ratemaki ng approach for a start-up utility.
According to the Conpany, its plan provides rates which are: (1)
conparabl e to those charged custoners of other gas utilities in
Mai ne and nei ghboring states; (2) conpetitive with the cost of
alternative fuels; and (3) predictable.

According to Bangor Gas, the length of the Plan, the
pricing flexibility it allows, and its reliance on conpetitive,
rather than cost-of-service, pricing are necessary. Bangor GGas
intends to construct its systemin a manner which wll allow it
to serve all strata of custoners in a relatively short period of
time. As a result, nmuch of the system devel opnent and capital
investnment will occur in the first two years of the Conpany’s
exi stence, and BGC wi |l experience negative or lowreturns in the
early years. Adequate positive returns are not expected for a
nunber of years as BGC will be a new conpetitor in markets with
entrenched providers who have solid custoner bases. Capturing
new custoners fromthese providers and increasing system
t hroughput is expected to take tinme, so the goal of BGC s Plan is
to achi eve an acceptable return on equity over the 10-year term
of the Plan. Traditional cost-of-service pricing would |ikely
result in industrial and commercial custoners’ being served
qui ckly while residential customers would only receive service
after a longer period of tinme. Bangor Gas naintains that its
proposal is a reasonabl e nethodol ogy for setting the rates of a
start-up utility because the Plan contains ratepayer protections,
nmeets the public policy objectives of facilitating gas system
devel opnment in Maine, and provides near termservice to
residential, as well as |arger, custoners.

To achi eve positive returns and conpete effectively,
Bangor Gas al so asks that it be allowed a high degree of
flexibility in setting its prices. The Conpany believes adequate
custoner protections exist because the Plan only allows BGC
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flexibility to price at or below the nmulti-year rate cap.

Mor eover, the existence of the cap itself prevents the Conpany
from taki ng advantage of disproportionate increases in oil prices
by limting increases in non-gas delivery prices.

B. Ofice of Public Advocate

The OPA criticizes BGC s Pl an and urges the Conmm ssion
toreject it. According to the OPA, it is unnecessary to adopt
rates this far in advance of the in-service date (Novenber 1999).
Moreover, the OPA argues the rates resulting fromthe proposed
BGC pl an woul d be unjust and unreasonabl e.

The OPA contends that an annual inflation-adjusted
price cap is inappropriate because the Conpany has failed to
provide a rationale upon which to base such an adjustnent for a
| ocal distribution conmpany (LDC), and has not shown that the
non-gas costs of a distribution utility increase with the rate of
inflation. As evidence to the contrary, OPA notes that M ne’s
only existing LDC has not filed for an increase in rates since
1982.

According to OPA, a 10-year rate plan is too long for a
start-up utility. OPA cites the Conmm ssion’s approval of the
5-year termof Central M ne Power Conpany’s (CWP) Alternative
Rate Plan (ARP) with provisions for certain safeguards to protect
agai nst the unknown, as well as its rejection of NYNEX s
requested 10-year Alternative Form of Rates (AFOR) because of
uncertainty surroundi ng Congressional action and the appropriate
productivity offset. The OPA also calls into question the issue
of whether the Comm ssion has the authority to prevent itself
fromrevisiting the rates for a 10-year period should the public
interest call for it. OPA contends that BGC is asking the
Comm ssion to guarantee excessive non-cost-based rates up to ten
years in the future. In the OPA's view this would be poor public

policy.

The OPA raises intergenerational equity argunents as
part of its basis for opposing the BGC rate plan. According to
OPA, the Plan requires ratepayers who are custoners in the latter
years of the plan to subsidize ratepayers who are custoners in
the early years. Because custoners in the latter years of the
plan may pay rates that yield returns in excess of what OPA
consi ders reasonabl e annual returns on equity, OPA argues those
rates are not just and reasonable. 1In the OPA's view, these
| atter day custoners are paying rates to cover costs that existed
at an earlier point in tinme which should nore properly have been
paid by custoners to whomthe costs could be attributed (i.e.
receiving service at that earlier tine).
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OPA al so opposes the degree of rate design flexibility
afforded the Conpany by the rate plan. |In particular, the OPA
expresses concern that custoners who are generally unfamliar
wth rate design will be confused by having custonmer and
vol unetric distribution charges on their bill. BGC could
capitalize on this confusion by arbitrarily raising the custoner
charge whil e mai ntaining | ower-than-average vol unetric charges.
By doing this, BGC could forestall rational market decisions to
reconvert to oil. OPA urges the Comm ssion to order that
custoner charges remain tied to costs, and that other rate design
changes proposed by the Conpany be reviewed in adjudicatory
proceedi ngs with opportunities for interested parties to
partici pate.

The Bangor Gas Conpany proposal to use oil prices as a
benchmark for rates is al so opposed by OPA. According to the
OPA, “oil and gas are not perfect substitutes for each other.”
OPA points out that gas may al so be used for conmmercial cooking
or clothes drying where the conpetitive alternatives are
electricity or propane. OPA asserts that “once a custoner,
particularly a small customer, has converted or installed
equi pnent to utilize natural gas, oil is no |onger a conpetitive
option.” The OPA al so does not believe that oil and natural gas
prices exert conpetitive pressure on each other and cites a
recent Wall Street Journal article to support its view
According to OPA, for “the past several nonths, natural gas
prices have been substantially higher than oil prices and have
avoi ded the continuing decline of oil prices.” Because of this,
OPA does not believe a rate plan that relies on oil prices as a
yardstick for gas prices should be adopt ed.

OPA al so opposes the alternative 50/50 revenue sharing
proposal put forward by BGC. The reasons for OPA opposition to
t he earnings sharing proposal put forth by BGC are fourfold.
First, because BGC proposes to accrue operating |osses in an
i nterest bearing “earnings account,” ratepayers would have to pay
t he Conpany back its |losses plus interest before receiving any
earni ngs sharing. Second, there would only be a 50/50 sharing of
earnings in excess of 15%in the earnings account. Third, the
| ag between when the anount to be shared is cal cul ated and when
it is put intorates is undesirably long to the OPA.* Finally,
OPA bel i eves the Conpany proposal to return the earnings sharing
back to custoners in proportion to the class sales volunes is
“hi ghly 1nequitable.”

The OPA maintains there is no need for BGC to begin
construction of its systemthis season. OPA argues that the
primary reason for the 1998 construction is to win the race to

“The Conpany proposes that earnings calculated at year end
wi |l be shared begi nning January 1st one year |ater.
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the trench. According to the OPA, this need for speed would harm
the ratepayers by extending the period over which carrying costs
are calculated. This in turn would delay the period of tine
required for BGC s earnings account to turn positive. |In
response to these problens, OPA suggests that the Comm ssion set
up an annual return on equity earnings account to prevent the
possibility of incurring sizable negative bal ances by returning
over-earnings to ratepayers wthout recognition of under-earnings
from previ ous years.

OPA opposes the BGC rate plan proposal because its
annual indexed rate adjustnments would be disruptive to custoners
and woul d either slow the recruitnment of new custoners or create
di scontent on the part of existing customers. |In contrast, OPA
points to the base rate stability experienced by custoners of
Northern Utilities over the last 16 years.

OPA warns that the gradual pattern of rate increases
enbedded in the BGC plan will result in custonmer confusion, and
per haps, anger after a nunber of years of regul ar increases.
Shoul d the Conmi ssion decide to approve the 10-year rate plan for
BGC, OPA suggests that the Comm ssion require that BGC provide
every new custonmer witten notification of how the rate plan
woul d work, and also require BGC to fund the reconversion of
systens or appliances to the original fuel within three years of
taking gas service. Finally, OPA argues that guarantee of the
reconversion fund should be provided to all custoners prior to
their fuel conversion

OPA believes that if the Comm ssion wi shes to adopt a
rate plan for BGC at this tinme, it should be a cost-based rate
maki ng nechanismthat allows for deferral of certain costs into a
regul atory account which allows deferred expenses into rates
when they can be supported by greater gas sal es.

C. Central Mai ne Power Conpany

CWP requests that the Conm ssion either reject or
nmodify the Multi-Year Rate Cap Plan proposed by Bangor Gas. CMP
expresses four concerns wth the Bangor’s plan: (1) future rates
shoul d not be based on projections of fuel prices; (2) returns
permtted by the plan seemtoo high; (3) the rate design
flexibility permtted by the plan is too great; and (4) the plan
is too restrictive of the Conmssion’s ability to investigate and
anend Bangor’'s rate |evels.

CWP warns of the danger of establishing |ong-termrates
based on projections of the future prices of natural gas and fuel
oil. As support for this position, CVWP points to Qualifying
Facility (QF) contract prices that were based on 30-year
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projections of oil prices. In addition, CWP asserts that BGC may
have even m scalculated the likely fuel oil price for the year
2000. Inits projection of oil price for the year 2000, BGC has
not included 1997 in its 3-year average of oil prices. Energy

| nformati on Adm nistration (ElIA) Petrol eum Marketi ng Monthly data
show a drop in the 1997 level of oil prices. According to CMP,
Bangor’s custoners should not be required to pay above market
rates because BGC has incorrectly estimated future fuel prices.

CWP argues that the Comm ssion should reject the Plan’s
earni ngs sharing nodification because BGC has failed to
denonstrate that it would provide any values or efficiencies in
exchange for the opportunity to earn revenues in excess of its
proposed 15% al | owance. In addition, CMP asserts that the
Comm ssi on nmust determ ne whet her BGC s proposed 15% cunul ati ve
return is appropriate in light of the protections for Bangor that
are already enbedded in the rate plan. Finally, CMP warns that
t he Comm ssion should be m ndful of the potential for *“gam ng”
and incentives for inefficient operation contained within the
Pl an. When Bangor Gas’s cunul ative return threatens to exceed
15% CWMP says it creates an incentive to incur additional,
unnecessary expenses. According to CWP, the nunber of true-ups
and automatic escalators contained in the Plan may al so
contribute to inefficient operations.

CWP believes the anount of rate design flexibility
af forded BGC under the plan is unprecedented in Maine. G ven
this level of flexibility, the plan should be carefully
scrutinized. CM argues there is no guarantee that Bangor Gas’s
rate design will remain consistent with Conm ssion’s goals even
if the rate design is initially acceptable.

CW's final concern with the BGC rate plan is the
restrictions inposed on other parties and the Comm ssion itself
with regard to investigating and nodifying the terns of the Plan.

CWP takes particular issue with section 7 of the BGC Plan, which
provi des that the Conm ssion may only anmend the Plan if it finds
an anendnent is, “necessary due to a material or unforeseeable
change of circunstances which renders the Rate Plan contrary to
the interest of the custonmers of the Conpany or to the
Conpany...or as otherwise provided in 35-A MR S. A Section
[1322].” OCWP also finds fault with the provision within section
7 of the Plan that states the “plan may not be anmended sol ely due
to the Conpany’s | evel of earnings (either positive or
negative).” CM excepts for two reasons: 1) Bangor Gas’s terns
woul d foreclose it (or future Comm ssions) fromacting in a
manner necessary to protect the public interest, contrary to the
Comm ssion’s | egislative nmandate; and 2) because Bangor Gas’s
| anguage is redundant with 35-A MR S. A 8§ 4706(6) of recently
enacted L.D. 2094 which prohibits the Comm ssion from changi ng an
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alternative rate plan “in a manner that prevents or threatens the
utility’s opportunity to recover a reasonable rate of return over
the entire termof the plan.” CM argues that the Conm ssion
shoul d reject provisions contained in section 7 of BGC s plan

whi ch exceed the requirenents of the L.D. 2094.

V. ANALYSIS

A. Bangor Gas Conpany’s Oiginal Rate Pl an

The Conpany originally proposed a “pure” rate cap plan
in which the Conpany’s maxinumrate | evels are set according to
t he nmechanismcontained in the rate plan, and the |l evel of return
on equity (ROE) earned by the Conpany woul d depend on the sane
factors as would affect any unregul ated business, primrily |evel
of sales and operating efficiency. Bangor Gas represents that it
w Il absorb any risk of downside |oss under this proposal. In
this section we consider the elenents of Bangor Gas’s initial
rate plan proposal.

Section B contains a discussion of Bangor Gas’s
al ternative earnings sharing proposal

1. Initial Rate Levels

OPA and CMP both criticize the initial rate levels
proposed by BGC. OPA believes the use of oil prices for a
benchmark is inappropriate because oil and gas are inperfect
substitutes for one another and because the commodity price of
the two fuels do not nove in | ock step

We draw a different concl usion based on the
consi der abl e evi dence presented by BGC regardi ng the conpetition
between fuel oil and natural gas. Bangor Gas w tnesses Rea, Lee,
and Van Lierop testified that they expect to face vigorous

conpetition for custoners fromfuel oil venders. |In addition
the BGC Mar ket Study provides clear evidence that fuel oil wll
be the primary conpetitor of natural gas as a fuel. Finally, OPA

ignores the intervention of the Maine G| Deal ers Associ ation
(MODA) in this proceeding, which cited the direct conpetition of
oil and gas fuels as one of the reasons for its interest in the
pr oceedi ng.

We al so do not agree that it is necessary for oi
and gas prices to nove in “lock step” for the two fuels to be
consi dered conpetitors. Consuners do not make appliance choices
based on daily, nonthly, or even seasonal price differentials.
Such choices are made in response to nmany factors which include
exi sting prices and expectations of future prices, but which may
al so include such factors as conveni ence, overall operating
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costs, and product perceptions. The preponderance of the
evidence in this proceeding,® however, is that the price of
natural gas must be very close to the price of fuel oil in order
for nascent LDCs to successfully capture and retain market share
i n Maine.

CWP also criticizes the extent to which the Bangor
Gas proposal relies upon fuel price projections to set gas
prices. CM warns the Conm ssion to be wary of establishing | ong
termrates based on projections of future fuel prices. CM draws
a conparison to its own experience wth power purchase contracts
based on long term projections of fuel oil prices. However, BGC
has not relied on long termoil price projections to establish
its prices. They have instead chosen a near-termoil price
projection (three years), and wll escalate the initial price
according to a self-correcting escalation formula. W find this
r easonabl e.

We al so do not believe it necessary to correct the
Conpany’s 3-year projection to include 1997. Ol prices have
fluctuated fromyear to year over the | ast decade, but have in
general terns been relatively stable. Thus, a single year’s
change in the price of oil does not inpact the average
significantly over the long term However, due to the fact that
oil prices in 1997 were substantially lower, if Bangor Gas had
i ncluded 1997 in the 3-year average, the initial price cap would
have been lower. W do not see that ratepayers wll be
substantially di sadvantaged by the average that the Conpany has
used given that it isinline with the price level of oil for an
ext ended period of tine.

As can be discerned from Table 9.8a “No. 2
Distillate Prices to Residences: Northeastern States” published
in the EIA Monthly Energy Review February 1998 (attached),.

t he annual average price of oil for M ne calcul ated back to
1988 is $.877. Bangor Gas develops its initial (unescal ated)
price of $.859 based on the years 1994 through 1996. |f Bangor
Gas has set its initial rate cap level too low, it wll be
required to operate within that constraint. Further, if BGC has
erred in estimating the initial level of its price cap by setting
it too high, it will have to price sufficiently below that cap to
match the price of oil in order to be able to recruit the nunber
of custoners necessary for it to succeed financially.

Despite CVMP s assertions to the contrary, we
beli eve BGC s 3-year average val ue approach provides a reasonabl e
basis for a proxy price upon which its unique rate plan may be

°This thenme al so pervades ot her natural gas service
authority cases we have conducted, such as Docket Nos. 96-786
(CwP) and 96-465 (M d- Mai ne).
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based and that ratepayers will not be harnmed by the om ssion of
1997 values in the cal culation of the average.

2. The I nfl ati on Adj ust nent

OPA di sputes the necessity of Bangor Gas’s
proposed annual inflation adjustnment based on Northern Utilities’
| ack of base rate increases since 1982.

Northern Utilities is an established utility with a
devel oped service territory that has financed its gradual
expansi on and absorbed increases in operating costs through
growh in gas sales and the depreciation of its plant. By
contrast, Bangor Gas will have no well-established custoner base
initially, although it, too, will depend on growth in custoner
base for financial success.

Because any LDC in Maine will be operating under
the market discipline of a well-established alternative fuel, we
do not feel that that there is a great risk that Bangor Gas’s
proposed escal ation factor will allow Bangor Gas to raise rates
unreasonably over the life of the plan. |If anything, Northern's
rate stability and market penetration experience for residential
heati ng suggests that Bangor Gas may not be able to escalate its
prices to the extent allowed by the rate cap pl an.

In addition, we do not expect that the gradually
i ncreasing indexed prices wll be viewed as unacceptabl e by
custoners. The evidence shows that under both the GDP and GUP
i ndi ces, consuners have experienced average annual price
escal ation in both consunmer goods (GDP) and natural gas prices
(GJUPI) of nore than 2% per year for the | ast decade, and the rate
of escalation for the prior decade was even greater. For at
| east 20 years, consuners have experienced gradual annual
increases in the cost of all goods and services. W concl ude
that Bangor Gas’s custoners are unlikely to be surprised if their
gas prices escalate at the sane rate as virtually all other goods
and services. Furthernore, we are not aware of anything in the
natural gas industry indicating that |ocal distribution service
is likely to become a declining cost industry or to be i mmune
frominflationary pressures on the goods and services necessary
to its operation.
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3. Term of the Pl an

OPA argues agai nst approval of the Conpany’s
proposed 10-year rate plan. OPA cites the Conmm ssion’ s decision
in Public Utilities Commission, Investigation Into Regulatory
Alternatives for the New England Telephone and Telegraph Company
d/b/a NYNEX, Docket No. 94-123 in which NYNEX requested, and was
deni ed, perm ssion to operate under a rate plan for ten years.
The circunstances of the two utilities once again nake a valid
conpari son between the rate proposals problematic. NYNEX was a
financially strong utility wwth virtually 100% nmar ket share for
| ocal exchange service in an industry experiencing declining
costs as a result of technol ogical inprovenents. Bangor Gas is a
start-up venture in a nmarket which is already dom nated by an

unregul ated, conpetitive fuel. W are inclined to agree with
Bangor Gas that a rate plan of |longer than five years in this
circunstance will likely be required to reach a | evel of

financial security.

Because the tinme period over which the rate plan
extends is extensive, we will require annual reports to nonitor
t he Conpany’s perfornmance under the plan. VWiile we will not
i npose a 5-year review of the plan, any party may seek or the
Comm ssion may initiate an investigation to consider nodification
of the plan on the basis of the information provided. See
section 8 bel ow

4. | nt ergenerational Equity |ssues

Because rates and the Conpany’s realized rate of
return may rise over time, OPA believes ratepayers who are
custoners in the later years of BGCs rate plan will unfairly
subsi di ze those who are custonmers in the early years of the plan.
The OPA suggests that because Bangor Gas will be allowed to
charge higher rates over tine due to the inflation escal ator
mechani sm of the price cap (and possibly also due to the pricing
flexibility provisions of the plan), custonmers in early years
will pay less than custoners in |later years for the same service.
Simlarly, OPA argues that Bangor Gas's projected rates of return
for the |ater years of its plan are unreasonably high and an
indication that rate levels in the later years will also be too
hi gh. ®

In keeping with OPA's preference for traditional,
cost-of-service regulatory nodels, it proposes that the
Comm ssion require Bangor Gas to set rates over the termof its
rate plan using an All owance for Funds Used During Construction

®In this regard, OPA' s argunent may suggest that fairness
could require that rates decline over time as custonmer base grows
to keep the Conpany’s earnings at a particular |evel.
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(AFUDC) net hodol ogy. Under the traditional AFUDC net hodol ogy, an
al l onance for debt and equity funds used during construction, but
prior to the time an asset is put in service and into rate base,
is added to the actual cost of the item and depreciated (and thus
recovered fromratepayers) over the life of the asset. The OPA
proposes that certain fixed asset costs not go into rate base
when, in fact, they are in service but not fully utilized. 1In
effect, these assets woul d be consi dered “under construction”
until enough volunme is avail able on the systemto support their
recovery in rates. These assets would continue to accrue AFUDC
whi ch woul d be charged to ratepayers over the lives of the

asset s.

The problemwe face, and which both the OPA and
BGC proposals attenpt to address, is how to conpensate a start-up
utility for incurring large up-front costs without creating rate
shock or “product avoi dance.” W disagree with OPA that Bangor
Gas’ s proposed rate plan structure will necessarily result in
unreasonabl e rates for custoners in later years, or that it
provi des a subsidy for custoners in early years, raising the
specter of intergenerational inequity. Moreover, the AFUDC
mechani sm proffered by OPA, which adds capital expenses with
associ ated carrying costs to rates over tine, creates a simlar
i nt ergenerational custoner effect.

Increases in the utility’ s level of return wll
result fromincreased custoner base as well as rate increases
over the termof the plan. The rate cap will rise only at the
rate of the inflation escalator. Qher existing price cap plans
we have approved in Maine contain simlar escalators over tine.
When coupl ed with earnings sharing nmechanisnms, rate |levels are
further constrained.

To the extent that the Conpany earns additional
profits over time as a result of adding custoners, it will be in
no different situation than any other regulated utility.

Regul atory practice is to conduct periodic reviews to ensure that
the I evel of revenues and costs are at an acceptabl e bal ance.

The degree and manner of regulatory review of this bal ance has
shifted in recent years in favor of “automatic” (i.e. escal ated)
price cap nmechanisns with periodic reviews. This change in

regul atory practice recogni zes the value of incentive nmechani sns
and the reality of conpetitive pressures that are now facing nore
traditionally regulated utilities, such as natural gas,

t el ecommuni cations, and electricity.

We believe the circunstances surroundi ng Bangor
Gas’ s proposal provide an adequate degree of assurance that rates
wi |l not becone excessive. For instance, given the strong fuel
oi | business in Miine, custoners wll not be captive to natural
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gas and they wll benefit fromprice conpetition between oil and
gas. We expect that Bangor Gas will face pricing conpetition
fromfuel oil in the later years simlar to what it wll
experience in the early years, in the same way that our only

exi sting LDC, now 20 years old, continues to face conpetition in
its efforts to penetrate the fuel market in Maine. This
conpetition will maintain a |level of price discipline on the
utility. Mreover, a natural gas start-up utility faces an
uphill battle to reach a |l evel where returns match costs. Wile
this could be acconplished by slower growh, we believe the
aggressive growh strategy put forth by Bangor Gas is

advant ageous to custoners. W do not believe that the | ength of
t he plan, when coupled with the various checks we adopt, is

i nconsistent with our regul atory oversi ght responsibilities.

G ven the evidence produced in this proceedi ng and
our experience with price cap nechanisns, we believe BCC s
proposal is a reasonable alternative ratemaking proposal for
snoot hing the significant up-front costs of system devel opnent
into rates. Furthernore, as discussed below, we retain authority
to nodify the plan during its termw thin the constraints of 35-A
MR S. A 84706(6), if warranted.

5. Cust oner Reconver si ons

The OPA recommends that Bangor Gas be required to
fund custoner reconversions of systens or appliances to the
custoner’s original fuel within three years of taking gas service
to ensure that custoners will be able to change back if natural
gas service proves to be uneconom cal. OPA seeks to facilitate
cust oner reconversion because the OPA believes that the
conpetitive options wll be effectively Iimted once a custoner
has converted to natural gas as a fuel due to conversion expense.

Whil e we agree that conversion and reconversion
expense is not insignificant for consuners, we disagree with
OPA's position that the natural gas utility nmust be required to
support reconversion and so reject the recommendation to
establish a reconversion fund. It is clear that oil and natural
gas are highly conpetitive comodities in Maine. In this
ci rcunstance, we are not persuaded that it is necessary or w se
for us to require a utility to fund conversions away fromits
service as a consunmer protection. W prefer to defer to
custoners in the choice of fuels and to the strength of the
conpetitive market in this regard. W have not attached a
simlar requirenment to our existing LDCin its 20 years of
service in Miine; we see no conpelling policy reason to pl ace
this type of requirenent on Bangor Gas.
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However, we accept Bangor Gas’s proposal to offer
no interest |oans which custoners could use to assist with
reconversion costs. W view this proposal as a strong marketing
el ement for the Conpany as it breaks into previously unserved
territory.

6. Limtation on Comm ssion's Ability to Mddify the
Pl an

Section 7 of the Bangor Gas Rate Pl an Sunmary

states:

Amendments to the Plan. The terns of the Rate
Plan may only be anended or termnated with
the consent of the Conpany, or as ordered by
the Comm ssion on its own notion upon a
finding, after notice and opportunity to be
heard, that the anmendnent is necessary due to
a material or unforeseeabl e change of

ci rcunst ances which renders the Rate Pl an
contrary to the interests of the custoners of
t he Conpany or to the Conpany, or both, or as
ot herwi se provided in 35-A MR S. A §[1322]

or any successor provision. The Rate Plan
may not be anmended solely due to the
Conmpany’s | evel of earnings (either positive
or negative). The Conm ssion may not anend
or prematurely termnate the terns of the
Rate Plan in a manner that prevents or
unreasonably threatens the Conpany’s
opportunity to recover a reasonable rate of
return over the entire termof the plan.

CWP and OPA argue that this |anguage inpermssibly
restricts the Conm ssion’s ability to amend the Plan over its
lengthy term They also argue that these limtations, if
approved, would anpbunt to an abrogation by the Conm ssion of its
| egislatively del egated duties. OPA questions whether the
Commi ssion even has the authority to issue an order that would
prevent itself fromrevisiting the rates of a utility for 10
years because a Conm ssion “cannot preclude a future Comm ssion
fromtaking actions allowed or required under its enabling
statutes.”

Bangor Gas argues that it requires nearly
iron-clad assurance that it wll be allowed a full opportunity to
recoup its expected, targeted | evel of investnent in the project
as proposed under its plan. Bangor Gas hopes to ensure that a
ater Comm ssion will not nodify the rate plan and force rate
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reductions after having all owed Bangor Gas to invest substantial
suns in the start-up phase while | osing noney or earning |ow
returns.

W w Il not approve the ternms contained in
Par agraph 7. However, Bangor Gas is assured, under Mine |aw, of
the opportunity to earn a reasonable return on its investnent.
As pointed out by CWP, under newy enacted Section 4706(6) the
conmi ssi on may not

amend or termnate prematurely the terns of a
multiyear rate plan in a nmanner that prevents
or threatens the utility' s opportunity to
recover a reasonable rate of return over the
entire termof the plan.

35-A MR S. A § 4706.

Consequently, we see no need to include the sane | anguage as a
provision of this rate plan.

W agree with OPA and CWP that the Comm ssion
could not abrogate its statutory duties. The limting |anguage
proposed by the Conpany could be read as binding this or future
Comm ssi ons because it restricts the Comm ssion to finding that
“a material and unforeseeabl e change of circunstances” has
occurred. It also appears to limt our authority to the use of
section 1322.7 The OPA points out that this vehicle could linmt
the comm ssion’s ability to resolve a problemwhich is not
tenporary in nature or draw it into litigation regarding what is,
or is not, subject to alteration under the authority of this
section. W decline to create a termof this rate plan that my
invite litigation sinply to construe what occurrences neet these
uni que st andar ds.

The | anguage of the newly enacted section 4706(7)
also clearly states that the Comm ssion’s authority to approve
alternative ratemaking plans is in addition to the authority of
t he Conm ssion granted under other provisions of Title 35-A. W
see no reason to limt our authority in this regard; such an
action appears contrary to the legislative intent of L.D. 2094
and Title 35-A generally.

Rat her, we can provi de Bangor Gas adequate
assurances by making clear in this order that in approving a rate
pl an for Bangor Gas as nodified herein, we are conmtted to the
general precept of atermrate plan. That is, we respect the
prem se that a rate plan is intended by all to exist for its

‘Entitled “Orders tenporarily suspended, altered or
amended”, 35-A MR S. A 8§1322.
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stated term absent clear circunstances and events which disturb
t he reasonabl eness of the plan or its effect. W are further
constrained by law from anending alternative rate plan terns “in
a manner that prevents or unreasonably threatens the utility’s
opportunity to recover a reasonable rate of return over the
entire termof the plan.” 35-A MR S.A 8 4706(6).

Because we find no conpelling reason to conmt to
the limtations on our authority that Bangor Gas’ s | anguage seens
to inpose -- and it is not certain that we could legally do so --
and because the statutes adequately address Bangor Gas’s concern,
we reject the proposed | anguage contained in paragraph 7 of
Bangor Gas Exh. 4. W retain our full authority to initiate
i nvestigations either of custonmer conplaints or on our own
nmoti on, and nmake necessary changes to protect the public

i nterest.

7. Rate Flexibility

Bangor Gas’s proposed rate plan would allow the
Conmpany the flexibility to change its rates or rate elenments so
Il ong as the rates charged do not exceed the maxi mum price cap
rates proposed for reach class. Rate flexibility anong el enents
coul d cause the overall rate changes of certain custonmers within
a class to exceed the changes that woul d be experienced by an
across-the-board change of rate elenents. In the exanple
provided by M. Van Lierop, for exanple, overall class revenues
are increased by 3% through two different approaches to changes
inthe rate elenents. In the first approach, each el enent
experiences a 3%rate increase, while in the second approach, the
custoner charge is increased by 8% and the volunetric charge is
i ncreased by only 2% Under both approaches total class revenues
are increased by the 3% rate index. The inpact upon i ndividual
custoners within the class however, may be quite different. In
M. Van Lierop s exanple, custoners wth higher-than-average
volunetric use would receive a snall er-than-average rate increase
than custonmers with | ower-than-average use. Using the sanme
exanpl e provided by M. Van Lierop, a custoner using 100 Dth
woul d experience a 3% change in overall rates if each rate
el ement were escalated by 3% If, on the other hand, custoner
charges were to be increased by 8% while volunetric charges were
to increase by 2% a 100 Dth custoner’s overall increase would be
approximately 3.5% Conversely, a custoner with higher
vol unetric consunption using 400 Dth woul d experience only a 1.9%
I ncrease.

We al |l ow Bangor Gas the degree of latitude it
seeks with respect to changing rate el enents, but we urge Bangor
Gas to exercise this flexibility cautiously. |f anything, the
substitutability of oil for gas space heating is greater than
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that of either oil or gas for electricity. It is cheaper and
easier to change out a gas burner for an oil burner than it is to
switch fromelectric baseboard heat to sone formof fossil fuel
heating that requires a new furnace or boiler. Therefore it is
easy to imagine that too rapid changes in gas price relative to
oil price could cause significant and rapid | oss of revenues for
Bangor Gas.

Not wi t hst andi ng the conpetitiveness of the heating
fuel market, we are concerned that new gas consuners m ght think
their rates are regulated in the sane way as are their other
utility rates. To avoid this, we require that custoners be given
clear notice prior to receiving service that their rates are
mar ket based rates, and are subject to change after a specified
notice period.® In addition, prior to inplenenting rate design
changes, Bangor Gas will be required to file such changes with
the Comm ssion. The filing should denonstrate that the changes
are consistent with all representations nmade in the Conpany’s
filing. W wll also require custonmer notification of changes to
rate el ements.® 0

8. Annual Reports

As noted above, we believe that the unusual |ength
of the plan proposed by Bangor Gas Conpany, along with the degree
of latitude it has requested in designing rates, require annual
nmonitoring by the Conm ssion to assure us that Bangor Gas
continues to operate in accord with the Conm ssion’ s objectives
for expanding gas service within the State of Miine. Bangor Gas

8Section 307 requires a utility to file with the Conmi ssion

changes in rate schedul es 30-days in advance of inplenentating
rate changes. Section 307 and ch. 120 of the Comm ssion’s Rul es
also require a utility to provide notice of general increases in
rates to custoners. Section 4706(5) allows the Comm ssion to
allowa utility to make rate changes on limted notice to the
Comm ssion. 1In its exceptions, Bangor Gas requested that the
Comm ssion determ ne the nature and timng of notice in a further
conpl i ance proceeding. W grant this request.

°Bangor Gas has proposed to offer unbundl ed transportation
service to all customer classes. Prior to offering this service
t he Conpany nust also file terns and conditions necessary for the
provi sion of such service (e.g. scheduling bal anci ng and
settlenments.)

“The particulars regarding notice of rate el enent changes
will also be developed in a further conpliance proceedi ng. See
n. 8.
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will file annual progress reports for the prior cal endar year on
Cctober 1 of every year coincident wwth its annual escal ation
factor filing. These annual progress reports shall include:?

- distribution facilities constructed within the past
cal endar year

- any correspondence with the USDOT O fice of Pipeline
Safety

- the total nunber of customers in each rate class being
served

- t he nunber of new custoners in each rate class added in
t he nost recent cal endar year

- t he nunber of custonmers in each rate class receiving
unbundl ed service

- a description, including marketing materials, of al
pronotional prograns inplenmented in the prior cal endar
year

Bangor Gas may request that the Conmm ssion provide
protection to its filings as Bangor Gas believes warranted. W
will not make that determination at this tine.

9. Cost of Gas Adj ust ment

Bangor Gas’s rate plan includes a cost of gas
conponent for bundl ed service, “determ ned, and changed fromtine
to time, in accordance with Miine | aw and Comm ssion rules and
regulations.” During the technical conferences Bangor Gas
indicated it would be willing to nove to class-specific cost of
gas and ot her structural changes as necessary to be consi stent
wi th Comm ssion policy regardi ng unbundl i ng.

On April 3, 1998, L.D. 2094 becane |law, putting in
pl ace new flexibility in the statutory franmework for cost of gas
adjustnent. See 35-A MR S. A 84703. W anticipate that this
may be an area of ratenaking practice for natural gas
di stribution conpanies that will undergo significant change over
the course of Bangor Gas’s proposed rate plan. Consequently, we
may Wi sh to revisit the specifics of its cost of gas nechani sm
wi th Bangor Gas at some point in the future. At present,
however, we find the Conpany’s proposal to be workable as a
starting point. Gven that the status of the |aw has now changed
from when Bangor originally filed its proposal, we invite Bangor

“The Conmi ssion may nodify these requirenents fromtine to
time as appropriate.
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Gas to present a nodified proposal to incorporate class-specific
cost of gas adjustnents (perhaps cal culated nonthly wth annual
reporting) intoits rates to facilitate conpetition for natural
gas commodity service in preparation for the advent of interstate
gas service in the Bangor area.

10. Complexity and Custoner Confusion

OPA raises several criticisnms of Bangor Gas’s
proposal regarding the degree of conplexity or custoner confusion
that may result fromthe rate plan. W w || address these
individually in an effort to mtigate any adverse inpacts on
cust omers.

First, OPA argues that custonmers nmay be subjected
to frequent and confusing rate changes. Bangor Gas’s pl an
i ncl udes two seasonal cost of gas rate adjustnents (summer and
wi nter period), as well as its rate cap escal ati on each January.
In addition, the plan allows Bangor Gas unlimted rate design
flexibility for rate elenents so long as rates within the class
on average do not exceed the cap. This means consuners could see
many rate changes within the course of the year.

Wi | e Bangor Gas’s proposal does not |imt the
nunber of discrete rate changes that it may inpose in any given
period of tinme, our notification requirenents will nake these
changes apparent to custoners 30-days in advance of their
i npl emrentation. W expect that the Conpany will have adequate
incentives as a result of custoner reaction and conpetitive
pressures to keep rate changes to a mninum It wll be in the
Conmpany’s interest to do so to maintain |oad and a positive inmage
in the community in which it seeks to serve.

In addition, we will require the Conpany to nake
it clear when signing up new custoners that the Conpany wll be
entitled to make unil ateral rate changes at the Conpany’s
discretion on [imted notice and m nimal review by the
Commi ssion. ' W also require that this nessage be repeated
annually in the notice of any rate cap escal ation to ensure that
custoners remain aware of this termof service

Next, OPA argues that Bangor Gas’s sharing
proposal, wherein it will return a share of revenues in excess of
15% to ratepayers one year after the excess earnings have
accrued, is an unacceptabl e anobunt of delay to the advantage of
t he Conpany and the di sadvantage of ratepayers. W agree that
t he Conpany’s sharing proposal unnecessarily delays the return of
excess revenues to ratepayers. As explained in the next section,

“Bangor Gas should submit its proposed custoner notice for
reviewwth its proposed terns and conditions and rate schedul es.
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we propose an accel erated schedule to coordinate with the Spring
CGA.

Finally, OPA charges that Bangor Gas may price its
rate elenments in such a way as to obscure the true cost of gas,
t hereby di scouraging unwitting custoners from maki ng the
ot herwi se econom ¢ decision to change to an alternative fuel or
conpetitive gas provider. W wll require Bangor Gas to list its
cost of gas separately fromother charges so that custoners wll

be able to assess neaningfully their conpetitive options.

B. Ear ni ngs Shari ng Proposal

1. Overvi ew

The earni ngs sharing proposal put forth by BGC was
an attenpt to address sone of the concerns about the potential
for the Conpany to earn unreasonably high returns raised during
this proceeding. The Conpany originally proposed that a “pure”
rate cap plan be established in which the Conpany’ s maxi mumrate
| evel s are set according to the mechanismcontained in the rate
pl an, and that the |level of return on equity (ROE) earned by the
Conmpany woul d not be exam ned by the Comm ssion, but instead
woul d depend on the sane factors that affect any unregul ated
busi ness, mainly |level of sales and operating efficiency. As an
alternative, the Conpany proposed that an earnings trigger of 15%
return on equity be established, so that earnings bel ow that
| evel are debited to the account and earnings in excess of 15%
are credited to the account, with interest cal culated on the
bal ance. If the cunulative |evel of the earnings account exceeds
15% half of the difference would be returned to ratepayers as an
adj ustnent to the Conpany’s rate caps.

The details of the earnings account nmechani sm are
not described with conplete specificity in the record.
Apparently, the account woul d be cal cul ated on a financi al
statenent basis, as opposed to a rate base/regul atory capital
structure nechanism It is also not entirely clear what rate
woul d be used to accrue interest; the possibilities range froma
short-terminterest rate to an overall cost of capital, either
pre- or post- incone taxes, or sonething in between. |In any
event, accruing of interest would nean that the results of the
early years (when | osses are expected) would be wei ghed nore
heavily than the results of the later years during the proposed
pl an peri od.
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2. Conpetitive Pressure

The deci sion on whether to accept the Conpany’s
original proposal, i.e., one without earnings sharing, or BGCC s
15% cap alternate, or sone other version of the rate plan,
depends to a | arge degree on an assessnent of the conpetitive
nature of this industry. |If effective conpetitionis found to
exist, it will act as a danper on “excess” profits, and the
Conmpany’s original proposal would be reasonabl e because custoners
wi |l be receiving good service at reasonable rates (as conpared
to the alternative of oil) and will retain the option of
switching to an alternative fuel w thout incurring unreasonable
costs. The well known “invisible hand of conpetition” wll
prevent the gas utility from earning nonopolistic profits. In
effect, the marketplace and the Conpany’s abilities to attract
and retain custoners will determne the |evel of the Conpany’s
profitability. Under this scenario, nomnally high profit |evels
in later years are not a signal that regulatory intervention is
needed, nerely that the Conpany is operating effectively in a
conpetitive market.

Wi |l e the evidence woul d support such a finding,
we are not fully persuaded that conpetition between gas and oi
will restrain the Conpany’s ability to earn excess profits in al
circunstances. That is not to say that conpetition will not
exist or that it will not be effective. W sinply do not have
enough information or any track record on which to base such a
conclusion. To accommobdate that uncertainty, an earnings sharing
mechani smis one nmethod of providing sonme protection for
rat epayers against levels of profit achi eved through nonopoly
behavi or rather than skill, foresight and energy fromthe excess
earnings. In that situation, it is necessary to exam ne the
details of BGC s proposed earnings cap.

3. Return on Equity

First, we examne the 15% return on equity (ROE)
trigger proposed by the Conpany. The Conpany justified its 15%
trigger RCE on the basis of a decision by the North Carolina PUC
inasimlar LDC start-up situation. The Conpany’s projections
over the 10-year period indicate that BGC believes it can earn a
return that is coommensurate with the risk of this undertaking.
The Conpany believes that its proposed 15% ROE over the 10-year
initial rate plan period is a reasonable trigger given the |evel
of risk present in a start-up operation.

If we were setting an allowed return for a rate
base regulated utility, 15% m ght be excessive. In this
i nstance, however, we are not in the traditional real mof rate of
return regulation for BGC because this is a start-up operation,
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and we have the statutory authority to use an alternative form of
regul ation for the Conpany. Wile we do not have an RCE anal ysis
for BGC in the record, we can get a general sense of allowed
returns on equity for established utilities under traditional
rate of return regulation froma review of recent cases. For

i nstance, in the nost recent Bangor Hydro-Electric (BHE) rate
case (Docket No. 97-116) we found an all owed ROE of 12.75%to be
appropriate for that electric conpany which will continue to
provi de bundl ed electric service until March, 2000, and recently
has experienced severe financial difficulties. W also note that
the current indexed ROE for Central Mine Power (CWP) Conpany
under its ARP nechanismis 10.55% Mre than 10 years ago, in
Docket No. 87-164, the Comm ssion allowed Northern Uilities,
Inc., Maine’'s only natural gas LDC, a ROR of 9.93% including an
overall ROE of 11.72% ** Because BGC will be conpeting for
custoners as a start-up utility, it mght be reasonable to
conclude that it should have a allowed ROE in excess of the rate
for an established utility. These cases present a RCE range of
10.55% to 12.75%

As previously stated, we are not dealing with an
established utility that is operating under rate of return
regul ation. Rather, as new conpany in a conpetitive environnment
B&C is quite likely to be found to have sonewhat nore business
risk than these three utilities. However, the question at hand
is not what the allowed ROE for Bangor Gas should be; it is at
what point should the Conm ssion intervene or limt the Conpany’s
returns. To sone extent, a relationship between the two exists.
However, w thout determ ning specifically what ROE we woul d all ow
Bangor Gas at this tine, we conclude that 15%is appropriate
makes sense for the purpose of providing a reasonable restriction
on the level of returns, as explai ned bel ow.

First, in order to determine if 15%is a reasonable
trigger for a long-termrate plan, we |l ook to the aforenentioned
ARP currently in place for CVWP. It contains an earnings sharing
provi sion with a 350-basi s-poi nt bandw dth around the indexed
RCE. Using the upper end of the previously di scussed RCE range
plus a 350 basis point band would result in an upper RCE boundary
at about 16% In the instant case we are asked to approve a
one-si ded earnings sharing that contains only an upper bandw dt h,
but with any earnings below that |evel used as an offset for
earni ngs above the trigger. Sharing on a 50/50 basis occurs only
if the cumul ative anbunt in the account is positive.

G ven that BGC will be a conpany w thout an
initial custoner base and will be facing continuous conpetitive
pressures, we find that a 15% ROE trigger for earnings sharing

3 W& woul d use nore recent determinations to guide us in
establishing new ROEs for regulated utilities.
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purposes in the context of a long-termrate plan is reasonabl e.
Wil e the precise degree of conpetition cannot be ascertained at
present, it is clear that BGC should be allowed a return that
recogni zes the conpetitive nature of its industry, and the length
of time necessary for the Conpany to establish itself as a viable
and profitable operation. Consequently, we wll accept the 15%
ROE trigger proposed by the Conpany.

4. Profit Sharing |Incentives

CWP argued that the Conpany woul d have the
incentive to spend noney inefficiently in order to avoid reaching
t he earni ngs cap. Because the Conpany’s plan shares overearnings
on a 50/50 basis, however that supposed incentive to overspend is
mnimzed, if not elimnated. The Conpany woul d certainly appear
to have the incentive to continue to increase its earnings above
the 15% cunmul ative ROE | evel, since it retains half of the
surplus for shareholders if earnings sharing were to occur.
Conversely, wastefully spending any anount to avoid reaching the
15% trigger, equates to spending 100% shar ehol der val ue, assum ng
t he expense is not sonehow attri butable to operation or capital
costs that are later recoverable. W are not persuaded that the
Conpany has an incentive to spend excessively in order to avoid
ear ni ngs shari ng.

5. | nt erest on Earni ngs Account

Finally, we address the question of whether
i nterest should be accrued on the earnings account, and if so,
what rate to apply. The Conpany did not explain the | ogic of or
the need for interest on the account bal ance other than to state
it reflects the tine value of noney. Providing an interest
conponent causes the anticipated | osses or underearnings in the
early years to be worth nore to the Conpany than potenti al
overearnings occurring in later years. The problemwth this
approach is that the earnings account does not consist of a
“pool” of cash, nor is it an anount that requires financing on
the part of the Conpany. It is not an expense. Rather, it is a
cal cul ation of the cunulative returns earned by BGC in relation
to the established trigger of 15% |Its purpose is to conpensate
rat epayers should the Conpany be able to earn “excess” profits
over the termof the rate plan. Mreover, the Conpany is already
benefiting frombeing allowed a 15% upper bound. The earnings
sharing provision acts as a safeguard agai nst BGC being able to
extract exorbitant nonopoly-type profits fromratepayers; we wll
not allow interest to be calculated on the bal ance of the
ear ni ngs account.

“Not allowi ng interest on the earnings sharing account also
provi des an additional incentive to Bangor Gas to build its
cust oner base early
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6. Sharing Mechani sm

To address the |lengthy delay between the date the
Conpany assesses excess earnings and the date it returns the
rat epayers’ share, we will require the utility to provide its
anticipated earnings at the tinme of its spring CGA filing, using
a mx of actual, prelimnary and estimated nonthly revenue
figures. The Conmpany may then “true-up” its earnings report by
April 1st and any excess earnings wll be allowed against rates
coincident wwth the inplenentation of the summer CGA on May 1.
This plan reduces the delay in the return of excess revenues to
custoner from 12 nonths to five nonths.

Anot her detail of the earnings account nechani sm
is how any excess due to ratepayers would be applied. BGC has
proposed that the 50% share that is owed to ratepayers be applied
to the price caps. Wiile no party expressed opposition to the
Conpany’s proposal, we believe it would not acconplish its stated
pur pose, and therefore, should be nodified. While applying the
excess to the rate caps would affect the maxi num price that the
Conpany could charge, it would not necessarily result in a direct
benefit to ratepayers, since the Conpany’s actual prices may be
bel ow t he cap when the earnings sharing takes place. In that
case custoners would only see an indirect benefit, and if actual
rates remai ned bel ow the cap, ratepayers would see no actual
effect on their rates.

We find it nore appropriate that ratepayers
receive a direct benefit of any overearnings accrued by the
Conpany, because it is ratepayers who over the pendency of the
Plan will have paid the rates which gave rise to the
overearnings. Therefore, if excess earnings arise in the sharing
account, the anobunt due to custoners will be passed backed
directly through either a credit or a reduction in rates. W w ||
not mandate any specific treatnent at this tinme, but, should an
excess earnings situation occur, we will require a conpliance
filing by the Conpany that neets the general principle of
equitably reducing the actual rates paid by custoners.?®®

Bln light of the flexibility given Bangor Gas to raise prices
under the cap, we would require that any proposal to reflect
reducti ons due to sharing show that custonmers actually receive
the full benefit of the shared anpunt.
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V1. CONCLUSION
For the foregoing reasons, we
ORDER

1. That Bangor Gas Conpany L.L.C.’s proposed earnings
sharing rate plan proposal is approved as nodified herein;

2. That Bangor Gas Conpany L.L.C shall file proposed terns
and conditions of service and rate schedul es for conpliance
revi ew and approval six nmonths prior to the in-service date; and

3. That the Comm ssion will determ ne the necessary notice

requi renents for Bangor Gas Conpany L.L.C. to inplenent rate
changes in a conpliance proceeding.

Dat ed at Augusta, Maine this 26th day of June, 1998.

BY ORDER OF THE COWM SS| ON

Dennis L. Keschl
Adm ni strative Director

COW SSI ONERS VOTI NG FOR: WELCH
NUGENT

COMM SSI ONER HUNT DI D NOT PARTI Cl PATE IN THI' S DECI SI ON

Thi s docunent has been designated for publication.
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APPENDIX A: Procedural History

On Cct ober 29, 1997, Bangor Gas Conpany, L.L.C. (Bangor
Gas), pursuant to 35-A MR S. A 2104, filed a petition for
approval to provide natural gas distribution service in the
greater Bangor area, including the municipalities of Bangor,
Brewer, dd Town, Orono, and Veazie. Bangor Gas is organi zed as
alimted liability conmpany formed pursuant to an agreenent
bet ween Bangor Hydro-El ectric Conpany (BHE) and Bangor Pacific, a
subsidiary of Pacific Enterprises, a California corporation
engaged in the provision of electric and natural gas service
nati onwi de. ® The application establishes that Bangor Gas was
formed for the purpose of designing, engineering, financing,
constructing, testing, managing, marketing, and operating a | ocal
natural gas distribution conpany.

Bangor Gas’'s filing contained the testinonies of Andrew Rea,
Vi ce President of Energy Pacific; Frederick S. Sanp,
Vi ce-President - Finance and Law, BHE;, Carroll R Lee, Senior
Vice President and Chief Operating Oficer, BHE, Johannes Van
Lierop, Director of Governnmental and PUC Regul atory Affairs for
Sout hern California Gas Conpany (SoCal Gas); and David G
Schiller, Technical Operations Manager for Energy Pacific, a
joint venture between SoCal Gas and Enova (parent conpany of San
Di ego Gas and Electric).

The filing was made in both redacted and unredacted form as
it contained Designated Confidential Information subject to
Tenporary Protective Order No. 1, issued Cctober 28, 1997. Under
the ternms of the protective order, confidential informtion would
be distributed only to the Conm ssion and the OPA's staffs and
consultants in order to avoid allow ng conpetitors access to
sensitive and proprietary plans or information. No party
chal l enged the terns of this order. By procedural order issued
February 27, 1998, the terns of Protective Order No. 1 were
nodi fied to include certain financing docunents.

The Hearing Exam ner issued a Notice of Proceedi ng and
Prehearing Conference on Novenber 21, 1997 and published notice

¥I'n the sane filing, Bangor Hydro-Electric Conpany filed its
request for approval pursuant to 35-A MR S.A 707 and 708 to
be allowed to enter into an agreenment with Bangor Pacific to
form invest in, and operate a subsidiary to provide |ocal
di stribution natural gas service. The Conmm ssion assigned that
case Docket No. 97-796. The Exam ners denied the applicants’
requests for consolidation by procedural order dated Novenber
18, 1997. The Conm ssion approved the proposed agreenent
subject to condition in its Order Approving Revised Stipulation
dated March 26, 1998.
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i n newspapers of general circulation. The Ofice of the Public
Advocate, BHE, Northern Uilities, Inc. (Northern), M d-Mine
Gas Uilities, Inc. (M), Central M ne Power Conpany (CWP),
Maritimes & Northeast Pipeline, L.L.C. (M\NE), and the Maine QO
Deal ers Association (MODA) filed tinely petitions to intervene.
The Exam ner granted all interventions at the prehearing
conference on Decenber 9, 1997.! On January 2, 1998, and
clarified on January 12th, the Exam ner issued a Prehearing
Conf erence Report and Procedural Order adopting an initial
schedul e for this proceeding and reporting on scope.

Techni cal conferences for purpose of oral discovery were
hel d on January 26th and February 25th, 1998.

On February 11, 1998, Bangor Gas filed a Motion for Parti al
Summary Judgnent and to Stri ke or Exclude Portions of the
Testinony of Scott Rubin on Behalf of the Public Advocate and
| ncor porated Menorandum along with its Statenment of Materi al
Facts Not in Dispute. |In addition, Bangor Gas filed a proposed
stipulation anong itself, BHE and MNE. Both of these filings
sought to have the Conm ssion award Bangor Gas an unconditi onal
certificate to serve, reserving only rate plan issues for the
remai nder of the proceeding. Bangor Gas later filed sworn
affidavits of its witnesses placing under oath the testinony,
exhi bits, data responses, and testinony at discovery conferences,
for use in support of its notion for summary judgnent.

The OPA filed the prefiled direct testinony of its
consul tant, Scott J. Rubin, on February 3, 1998.

On February 13, 1998, the OPA filed a Mdtion for Expedited
Conparative Certificate Proceedi ng requesting that the Conm ssion
require Md-Maine Gas Uilities, Inc. (MMaU) -- the entity
hol ding a certificate of unconditional authority to serve in the
greater Bangor area -- and CMP Natural Gas to file proposals for
consideration together with the Bangor Gas proposal. On February
19, 1998, the OPA filed an amended notion suggesting | onger
timeframe for the conparative proceedi ng.

CWP, Northern, and OPA filed comments regarding both notions
on February 23, 1998. Bangor Gas, CWP, Northern, OPA, BHE and MN\E
filed further cooments on March 5, 1998. An Exam ners Report on
bot h pendi ng notions was issued on March 9, 1998. CMP and OPA
filed exceptions to, Northern filed cormments on, and Bangor Gas
filed a letter in support of the Exam ners Report.

On March 17, 1998, Bangor Gas submtted an earnings sharing
proposal as an alternative to its original rate plan proposal. A

YWMEU and MODA did not attend the prehearing conference and
did not actively participate in the proceedi ng.
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heari ng was held on March 18, 1998 on issues regardi ng Bangor
Gas’s rate plan proposals; Bangor Gas explained its alternative
earni ngs sharing proposal. |In addition, CMP conducted
cross-exam nation on issues relating to Bangor Gas’'s fitness to
receive service authority (i.e. non-rate plan issues).

On March 27, 1998, CVMP filed a brief on the certificate
(non-rate plan) issues that were explored in the hearing. Bangor
Gas filed its reply brief on non-rate plan issues on April 1,
1998. Rate plan briefs and reply briefs were filed on April 1st
and 10th, respectively, by OPA, CMP and Bangor Gas.

The Comm ssion held Oral Argunment on the notions on April 2,
1998 and subsequently requested further conmment fromparties on
i ssues raised by Northern regarding service territory boundaries
and finding need in areas with differing degrees of service and
service authority.'® Bangor Gas, CWP, OPA, M\E and Northern
filed further cooments on these issues on April 17th and 21st.

The Comm ssion held deliberations on April 28, 1998 on the
OPA' s Amended Motion for Conparative Proceeding and on May 18,
1998 regarding the certificate i ssues and proposed rate pl an.

An Exam ners’ Report on the rate plan was issued May 5,
1998. Exceptions were filed by CwWP, OPA, and Bangor Gas.
Del i berations were held on May 18, 1998.

8 Northern had al so raised these issues in its Mtion for
Reconsi derati on of Award of Conditional Authority in Central
Mai ne Power Conpany, Petition for Approval to Furnish Gas Service
in and to Areas Not Currently Receiving Natural Gas Service,
Docket No. 96-786.




